General Business Conditions 





HE developments in the business 

situation during the past month have 

been unsettling in some respects, since 

they include weakness in the stock 

market in this country, a major finan- 
cial crisis in France, and continued strain in 
European political affairs. According to prece- 
dent, the decline in stock prices may have some 
effect upon sentiment, and possibly upon trade; 
for those who believe that market move- 
ments tend to forecast business will wonder 
whether the optimists are overlooking any 
unfavorable factors. There are differing 
opinions as to how the French situation might 
affect American business, and it is uncertain 
to what extent the tax legislation or other 
political developments will disturb sentiment 
and discourage enterprise. 

But except for these uncertainties there is 
evidently no occasion for revising hopeful 
views as to the Spring and Summer prospect. 
Business reports themselves have been de- 
cidedly impressive. Business is usually ex- 
pected to improve at the beginning of Spring, 
due to the opening up of outdoor work, con- 
struction and other activities, but the rise has 
been greater than anticipated. Losses in pro- 
duction and sales caused by the bad weather 
in February and the floods in March have 
been more than regained. The margin of 
improvement in industrial operations, as 
compared with a year ago, has risen from 7 
per cent in the first quarter ;to 12 or 15 per 
cent in April, and the total volume of produc- 
tion has reached the highest level since the 
Spring of 1930. 

Moreover, trade has kept pace and the goods 
produced have been moving in an orderly way 
into consumers’ hands. Automobile sales, 
always an important element in the Spring 
business, have exceeded expectations. Mr. 
Alfred P. Sloan, Jr., President of General 
Motors, states that the Corporation’s retail 
sales during April have probably been higher 
than in any other month in its history, and its 
figures for March missed that distinction by 
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only a few thousand units. The industry as 
a whole has been operating at a rate seldom 
reached even in pre-depression years, and the 
parts and accessory manufacturers, the tire 
companies, and gasoline business have been 
active correspondingly. 

Steel mill operations, supported not only by 
automobile orders but by increased demand 
from a variety of industries, have risen rapidly 
since the interruption caused by the floods. 
The current rate is above 70 per cent of 
capacity for the first time since June, 1930. 
Many mills making light steel for automo- 
biles, refrigerators, farm implements and 
similar goods, are operating at 100 per cent, 
and tin plate output is close to that figure. 
Structural and other heavy steels are the 
laggards. 

Easter trade was generally satisfactory. It 
is difficult to give figures, for the April sales 
comparisons with 1935 are distorted by the 
differing dates of Easter, but unquestionably 
retail business has shown a good increase, and 
stocks of seasonal merchandise were cleared 
satisfactorily. Department stores have reported 
the highest dollar sales since 1931, and of 
course prices are lower, by an estimated 10 
per cent, than in 1931. 


First Quarter Earnings Increase 


In addition to these and other evidences of 
trade improvement, interest has been centered 
during the month on the first-quarter earn- 
ings reports. In a few instances these proved 
disappointing, as in the building materials, 
auto accessories and coal mining groups. Never- 
theless, the compilation published on a later 
page of this Letter shows that the total net 
profits, less deficits, of 245 manufacturing and 
trading corporations, were 42.3 per cent larger 
than in the same quarter last year, raising our 
index to 75 per cent of the 1926 average 
(preliminary estimate), compared with 53 a 
year ago. The improvement exceeds expecta- 
tions, and is a credit to management, consider- 
ing that high wages and taxes must be met 
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out of a still-depressed volume of business. 
These of course are outstanding companies, 
and the figures do not imply that all have 
done as well. 7 

Moreover, the views of corporation chair- 
men, as expressed in the reports recently 
issued, are optimistic, based upon the expand- 
ing demand that they are experiencing in their 
own industries. 


Reasons for the Improvement 


It is true that the April gains were abnor- 
mally enlarged by business carried over from 
March, due to the floods; and after April the 
seasonal trend is downward. However, the 
basic reasons for the improvement, both 
natural and artificial, are persisting. Due to 
better balance in prices and other economic 
relationships, greater efficiency in production, 
lightening of debt burdens, and all the other 
adjustments which have been painfully ac- 
complished, the exchange of goods is more 
practicable, individuals are able to satisfy a 
wider range of wants, and the industries are 
earning more and spending more. Buying 
power goes around the circle, and the improve- 
ment is cumulative. Likewise the Government’s 
deficit expenditures, the artificial factor, are 
enlarging. During the Summer, with payments 
to the veterans and the farmers falling to- 
gether, the purchasing power distributed to 
individuals by the Treasury will evidently be 
larger than in any comparable period. This, to 
be sure, is far from favorable in the long run, 
considering the debt and tax burden to be 
borne, but the temporary trade stimulus is 
undeniable. 

An important factor in the business gains 
is the rise of farm buying power over a year 
ago, and the figures of farm income are en- 
couraging because they indicate that the 
improvement is in considerable measure in- 
dependent of subsidy. According to the Depart- 
ment of Agriculture, farmers’ cash income in 
March was $528,000,000, including $15,000,000 
in benefit payments, compared with $479,000,- 
000, including $50,000,000 benefit payments, in 
March last year. During April benefit payments 
increased sharply, and they will be heavy for 
weeks to come, in discharge of the old A.A.A. 
contracts. But even without them farm in- 
come evidently would show increases. Cash 
income from marketings alone, in the first 
quarter of the year, was 20 per cent larger 
than a year earlier. 

This is a striking gain, in view of the fact 
that prices of farm products, on the average, 
were slightly lower than in the first quarter 
last year. The increase in income was due 
entirely to larger production and consumption. 
It is plain that the volume of farm products 
sold was more than 20 per cent greater. 


Production and Prices Better Balanced 

Unquestionably these are significant figures. 
They show that abundant production can yield 
a greater income than scarcity, and of course 
the lesson applies to all producers. The 
demonstration is important in view of the 
larger acreages being planted to crops this 
year, and the possible larger production. 

But the chief lesson from the facts shown 
is that the benefits of enlarged production 
have been mutual. The cities and the farms 
have improved together. The farmer has had 
more money, and consumers have had more 
farm products at lower prices. The standard 
of living has been raised by the increase in 
consumption, and the volume of goods passing 
in trade, upon which employment depends, has 
been increased. 

It is also a source of encouragement that 
the cost of living has risen so little from last 
Summer to the present, a period of substantial 
business improvement. As compared with last 
July, retail food prices are 2.8 per cent lower, 
general merchandise prices (department 
stores) only 2.8 per cent higher, according to 
the Fairchild index, and the total cost of living, 
as calculated by the National Industrial Con- 
ference Board, only 1.8 per cent higher. The 
increase in national income during that period 
has not been due to rising prices, but to a 
greater volume of production, consumption, 
and trade, by which employment has been in- 
creased, and everyone enriched. 

This is of practical significance in the busi- 
ness outlook. If prices had been rising rap- 
idly over the period inventories would be ac- 
cumulated, a check to consumption would in- 
evitably occur, and business recession, as for 
example in the Fall of 1933, would be in order. 
Plainly the present situation is sounder. Pro- 
duction, payrolls and distribution for a year 
have risen together. 

Not only is the price level more stable, but 
prices are in better relationship. The finished 
goods group of the Bureau of Labor Statis- 
tics price indexes (1926 = 100) is only 4 per 
cent above the raw products group, while at 
the low point of the depression it was 36 per 
cent higher. The highest commodity group, 
hides and leather, is only 39 per cent above 
the lowest, the “miscellaneous” group; where- 
as in February, 1933, the highest, metals and 
metal products, was 90 per cent over the low- 
est, farm products. These figures demonstrate 
nothing except the situation relative to 1926, 
for true parities among prices may shift con- 
stantly and cannot be measured in terms of 
past relationships. However, the figures show 
that prices have come closer together, and 
that the terms of exchange between the prod- 
ucts of various groups of the population are 
fairer and more practicable. This is a very 
important part of the business improvement. 
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The Industrial Gains 


Secretary Wallace gives credit for the gain 
in farm income to the increase of industrial 
production and consumption in the cities. The 
following table shows comparative figures of 
production in the first quarter of this year and 
last, in typical industries making non-durable 
goods, consumers’ durable goods, and capital 
goods, i. e., goods to be used in business for 
purposes of further production: 





First Quarter Per cent 
Consumption Goods: 1935 1936 Change 
Cotton consumption, bales....0._ 1,513,000 1,657,000 + 9.5 
Silk deliveries, bales................. 133,522 107,048 — 19.8 
Rayon deliv., 1923-25—100 372.0 429.7 + 15.5 
Wool consumption, Ibs... 149,000,000 159,000,000 + 6.7 
Boot & shoe prod., pairs... 94,707,000 98,160,000 + 3.6 
Gasoli ption, bbls. 86,491,000 95,150,000 + 10.0 
Consumers’ Durable Goods: 
Passenger car registrations 568,727 692,420 + 21.7 
Vacuum cleaner shpts., units 297,302 359,464 + 20.9 
Electric refrig. sales, units 432,521 570,959 + 82.0 
Washing machine shipments 342,669 403,126 + 17.6 
Electrical goods orders..........$122,000,000 $153,000,000 -+ 25.4 
Residential building —.—. $71,236,000 $123,885,000 + 73.9 
Capital Goods: 
Truck registrations ............ 111,067 136,061 + 22.5 
Machine tool orders, 1926 =—100 60.3 109.4 + 81.4 
Public utility building... $19,067,000 $47,971,000 +151.6 
Factory buildirg nececccceccccsennee $21,322,000 $40,803,000 + 91.4 
Other non-residential bldg. $86,726,000 $193,748,000 +123.4 
Freight car orders, units... 830 8,913 +973.9 
Locomotive orders, units... 9 738 +711.1 
Steel rail orders, tons... 189.592 423,291 -+-123.3 
Foundry equipment, orders, 
a REE a 60.3 91.6 +51.9 


The table illustrates the course of recovery. 
In the industries making consumers’ goods of 
everyday use and short life, which recovered 
first, the showing of improvement this year 
is not uniform, and the gain is moderate in 
percentage. The gains in consumers’ durable 
goods are more impressive, and (not shown 
by the table) some of these industries are 
operating at or close to the highest figures 
in their history. The gains in the capital goods 
industries are the largest of all in percentage; 
on the other hand, their operations are still 
far below the pre-depression figures, and it is 
in them that most of the depression and unem- 
ployment are concentrated. 

This analysis demonstrates that the im- 
provement in the industries over last year can 
be traced to two quarters. The first is re- 
placement of automobiles and other durable 
goods worn out during the depression, to- 
gether with demand for other comforts and 
conveniences which many people have never 
enjoyed. These wants are being filled as rap- 
idly as buying power increases, but they are 
far from satisfaction. The theoretical demand 
for motor cars and trucks for replacement 
alone this year, figuring the average life of 
cars in use at around 7¥% years, is calculated 
at 4,100,000 units, and this takes no account 
of the accumulation of replacements which 
have been deferred for some years past, or 
sales to new owners, domestic and export. The 
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limit to this type of durable goods business is 
not in the market, but in the buying power, or 
in other words in general economic conditions. 


The Situation in Capital Goods 


The second area of industrial improvement 
is in capital goods. The gains are qualified by 
the fact that the percentage increases are 
upon a low base, and the figures are not im- 
pressive in relation to the normal activity of 
these industries. Although building contracts 
have run fully 80 per cent above a year ago, the 
figures have been mildly disappointing by 
reason of their failure to show full seasonal 
increases from December through March. Pre- 
liminary reports, however, indicate that April 
will resume the upward trend, with a more than 
seasonal gain. 

Even with the necessary qualifications the 
trend of capital goods activity is upward. The 
contracts for new factory buildings in the first 
quarter (see adjoining table) are the largest 
since 1930, and they include a wider variety of 
industries. Since the first of the year nearly 
fifty large projects for plant expansion and 
equipment buying, involving some $225,000,- 
000, have been reported in Iron Age, and the 
list obviously makes no pretense to complete- 
ness, since the steel industry alone is expected 
to spend $200,000,000 this year, compared with 
$140,000,000 in 1935, and 20 public utility sys- 
tems will spend $250,000,000, against $175,000,- 
000. Among leading corporations which have 
raised or announced plans to raise new capital 
this year, for plant expenditure, are Republic, 
Wheeling, and Jones & Laughlin Steel, Con- 
tinental Can, Owens-Illinois Glass, United Air- 
craft, Shell Union Oil, and others. 

It will undoubtedly be agreed that as long 
as capital goods activity increases the business 
trend will be upward out of the depression. 
Fluctuations in consumers’ goods will cause 
peaks and valleys in the curve, but the tendency 
will be for each peak to be higher. Of course 
the conditions necessary to stimulate capital 
goods activity are complex in the extreme, and 
the situation shows that present conditions 
are far from uniformly favorable. Business 
must have assurance that capital expenditures 
will pay for themselves, and hope of profits, 
and that hope is dampened by the tax burden, 
by high costs in many lines, by restrictions 
upon enterprise, and by incalculable inter- 
ferences which unsettle all estimates of the 
future. Borrowers must have access to a 
capital market wherein funds may be obtained, 
and that market is not yet available to untried 
enterprises, since lenders as well as borrowers 
are influenced by the factors just stated. To be 
sure established corporations are now having 
no difficulty in refunding outstanding debts at 
lower rates, which is helpful. 

All analyses of the situation come back to 
the importance of the capital goods industries. 
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The moderate uptrend has been established 
largely because modernization and improve- 
ment are necessary to reduce costs, keep goods 
moving, and meet competition. The question 
is whether policies will be such as to encour- 
age the improvement, by giving business men 
assurance that sound enterprises will face no 
greater obstacles than the natural and cal- 
culable hazards that exist in every endeavor. 


First Quarter Profits 


Reports to shareholders issued during the 
past month by representative industrial and 
merchandising corporations have shown, in a 
large majority of cases, a gain in earnings for 
the first quarter over those of the same period 
a year ago. While many companies had lower 
earnings in the initial quarter of 1936 than in 
the final quarter of 1935, in contrast with a 
normal seasonal rise, this is explained in part 
by the unusual activity caused in the motor and 
allied industries in the closing months of last 
year by the advance of the automobile season. 

A tabulation of the statements of 245 lead- 
ing corporations engaged in a variety of lines 
of industry and trade shows combined net 
profits, less deficits, of approximately $216,- 
000,000 in the first quarter, as compared with 
$249,000,000 for the same companies in the 
preceding quarter and $152,000,000 in the first 
quarter of last year. Upon the net worth 
aggregating $9,305,000,000, the first quarter 
profits were at the annual rate of 9.3 per cent 
this year, against 6.5 per cent last year. 








The aggregate gain in the first quarter of 1936 
over 1935 amounts to 42.3 per cent, and follows 
a gain of 21.8 per cent for a similar group of 
companies in 1935 over 1934, and a net deficit 
in 1933, which was the worst first quarter of 
the depression and included the bank holidays 
of that year. These percentage gains, starting 
from such a low base, therefore tend to ex- 
aggerate the actual improvement that has taken 
place. The present rate of profits, according to 
an index based on average rate of return on net 
worth of 200 leading industrial companies, is 
still only about 75 per cent of the 1926 level, 
despite the heavy writing-down of capital and 
surplus, and revaluation of assets that have 
been made in recent years and that automati- 
cally increases both reported profits (by lower- 
ing depreciation charges) and the calculated 
rate of return. This index is given in the chart 
below, which shows over a period of years the 
trend of quarterly earnings after wave 
for seasonal variation, with the latest figure 
partly estimated: 
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FIRST QUARTER INDUSTRIAL CORPORATION PROFITS 
Net Profits Are Shown After Depreciation, Interest, Taxes, and Other Charges and 


Reserves, But Before Dividends. 


Net Worth Includes Book Value of Outstanding Preferred and Common Stock and 
Surplus Account at Beginning of Each Year. 


(In Thousands of Dollars) 
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Net Profits Per Net Worth Per Annual Rate 
First Quarter Cent January 1 Cent of Return % 
No. Industry 193 Change 1935 1 Change 1935 1936 
1 Autos—General Motors .........ccs00 $ 31,510 $ 52,464 + 66.4 $ 872,485 $ 930,667 + 6.7 14.4 22.7 
5 Autos—Other A 138,537 + 85.5 191,271 219,730 +14.8 15.2 24.6 
23 Auto ACCESSOTIES ........00.c0c000 Raciisetens 14,048 18,398 -—- 4.6 229,072 250,911 + 9.5 244 21.3 
5 Baking 3,000 4,366 + 45.5 226,760 227,107 + 0.2 5.2 7.7 
8 Building Materials .............. ieee 1,176 1,524 + 29.5 207,304 208,048 + 0.4 2.4 2.9 
13 Chemicals 22,789 29,879 + 81.4 981,036 1,005,959 + 2.5 9.2 11.9 
9 Coal Mining 1,785 1,340 — 30.0 113,406 95,467 —15.8 9.6 5.6 
5 Drugs and Sundries ......... c+ 1,326 1,807 + 36.2 58,304 59,968 + 2.9 9.2 12.0 
6 Electrical Equipment ..........cc00 7,991 12,490 + 56.3 586,902 698,418 + 2.0 5.6 8.3 
16 Food Products—MiIsc, .......000 a 16,166 18,356 + 13.5 556,646 562,888 +11 116 13.0 
9 Household Gds. & Sup. .....ccccocse 7,540 6,588 — 12.6 172,088 178,188 + 3.5 17.5 14.8 
1 Iron & Steel—v. S. Steel............. D-2,174 B876 fe aeacee 1,840,532 1,564,873 —15.0_...... 0.9 
17 Tron & Steel—Other ...........c000 8,866 6,275 — 29.2 26,034 865,086 + 4.7 4.4 2.8 
11 Machinery 1,636 3,008 + 83.8 84,611 87,339 + 3.2 7.7 18.8 
7 Merchandising 144 1,000 +594.4 100,415 101,708 + 13 0.5 4.0 
7 Mining, Non-ferrous. .........0..s00000 ° 2,396* 2,854* + 19.1 96,139 95,848 —03 100 11.9 
6 Office Equipment ....... 3,272 4,092 + 26.1 118,426 118,301 —01 108 13.8 
8 Paper Products .......... 681 889 + 30.5 57,837 57,926 + 0.2 4.8 6.1 
17 Petroleum 6,831 17,747 +204.4 1,124,214 1,136,836 + 11 2.0 6.2 
5 Printing & Publishing ............. 2,256 2,395 + 6.2 59,882 0,379 + 08 15.0 16.8 
5 Railway Equipment ...........ccs0 “4 D-64 a ee 85,431 82,020 —40  ...... 2.8 
9 Textiles 1,708 2,122 + 24.2 68,654 59,961 + 2.2 116 14.0 
31 Mise. Manufacturing ..... 9,735 9,925 + 2.0 351,930 377,876 + 7.4 11.0 10.5 
21 MisC. Services  .cccccccccccccccoccoccccrecese 3,113 6,295 +102.2 349,459 360,067 + 3.0 3.6 7.0 
245 Total $151,977 $216,304 + 42.3 $9,348,888 $9,305,016 — 0.5 6.5 9.3 
D- Deficit. * Before certain charges. 
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It will be seen that either a rise or decline 
in business activity usually causes a much 
sharper change in business profit, because of 
the narrow margin of profit and the fact that 
total charges do not expand or contract pro- 
portionately with volume. 

Profits Trend in Major Industries 

An examination of the accompanying tabula- 
tion will show that most of the industrial 
groups in which several representative com- 
panies have now reported enjoyed an improve- 
ment in earnings for the first quarter this year 
as compared with a year ago. The improve- 
ment was by no means uniform, however, for 
the results of many concerns ran counter to 
those of their respective industries. About 
three out of every ten individual companies 
had a decline in earnings instead of an increase, 
and one out of every ten was still in the red. 
As pointed out heretofore, these tabulations 
of a limited number of leading organizations 
merely indicate the trend of earnings and do 
not provide an accurate measure of average 
return for all industry. 

The sharpest percentage gains in the table 
are found in the “heavy industries,’—which 
had suffered the sharpest drop in earnings 
during the depression—such as automobiles 
and petroleum, machinery, electrical equip- 
ment and railroad equipment. The United 
States Steel Corporation turned a deficit last 
year into a small profit this year, although earn- 
ings of a number of other steel companies were 
lower. A good showing continues to be made 
by the chemical, drug and office equipment 
industries. 

Relatively smaller gains, mixed with some 
declines, were reported by the industries 
making consumer goods, such as baking and 
miscellaneous food products, household goods 
and supplies, paper, printing and textiles, also 
merchandising. Some of the durable goods 
industries, notably building materials, are still 
lagging, and coal mining earnings were down. 

It is important to note that the reports for 
the first quarter of 1936, like those for the full 
year 1935, show that the percentage increase 
in profits was much sharper than the increase 
in profit margins, because of the expansion in 
volume of sales. This is of course a healthy 
sign and one of the essentials to the recovery 
or real prosperity, since the expansion in gross 
receipts means more goods produced, more 
materials consumed, more employment of labor 
and larger payrolls. Although prevailing prices 
of certain commodities are somewhat higher 
than a year ago, this was in most cases only a 
minor factor in the expansion of dollar sales, 
the major factor being the increase in physical 
volume. Higher rates of operation lower the 
unit costs of production and distribution, and 
ermit lower selling prices also, thus giving 
urther stimulation to buying. Under these 


conditions, the more active use of invested 
capital may readily yield a better return, even 
though the unit margin of profit be somewhat 
smaller. 

Relatively few concerns include sales in their 
interim reports on earnings, but the following 
partial list of the more important companies 
whose figures have been published will illus- 
trate the marked expansion that was made by 
many enterprises in the first quarter as com- 
pared with a year ago: 


Change in First Quarter Sales, 1935-1936 





Manufacturing 


Air Reduction Co.... +345 
Allis-Chalmers Mfg... +73.8 
Amer. Colortype Co.. +12.3 
Amer. Writing Paper + 4.1 
Atlas Powder Co. .... +16.8 
Caterpillar Tractor Co, +59.0 
Chrysler Corporation. — 1.0 
Continental Oil Co... + 89 
Fisk Rubber Corp... —23.9 
Flintkote Company.. +54.4 
General Blectric Co... +27.3 
General Motors Corp. +35.7 
Granite City Steel... +39.6 
Hercules Powder Co. 9.5 
Interlake Iron Corp.. +20.8 
Inter. Cement Corp. .. +30.6 
Inter. Printing Ink.. +163 
Johns-Manville Corp.. +23.6 
Kimberly-Clark Corp. +13.6 
Link Belt Co......... +47.5 
McGraw-Hill Pub. ... +148 
McKesson & Robbins +13.5 
Maytag Company..... — 9.9 
Mengel Company..... +24.6 
Minn.-Honeywell Reg. +53.9 
Noxema Chemical Co. +18.1 
Otis Elevator Co..... +33.6 
Phillips Petroleum... +19.0 
Poor & Company.... +25.5 
Revere Cop. & Brass +15.6 


Scott Paper Co....... +11.0 
Seaboard Oil Co.(Del.) +87.1 
Shell Union Oil...... + 9.1 
Skelly Oil Co........ +21.3 


Merchandising 


American Stores Co... — 3.3 
Barker Bros. Corp.... +39.0 
Crown Drug Co...... +13.5 


Edison Bros. Stores.. +18.1 
Marshall Field & Co. + 2.8 


W. T. Grant Co...... — 16 
H. L. Green Co...... +10.0 
Interstate Dept. Stores + 7.7 
Jewel Tea Co. .....0- + 5.6 
Katz Drug Co...... -- + 28 
8S. S. Kresge Co...... + 1.5 


S. H. Kress & Co.... +117 
Kroger Groc. & Bak. — 1.2 
Lane Bryant, Inc. ... +10.0 
Lerner Stores Corp... + 8.6 
McLellan Stores Corp. + 2.6 
Melville Shoe Corp... +25.1 
Montgomery Ward... + 5.3 


+ 2 
Neisner Bros., Inc.... + 7. 
J. J. Newberry Co... + 3 
J. C. Penney Co...... + 8 
Peoples Drug Stores.. + 9.0 
Safeway Stores, Inc.. +19.2 
Sears, Roebuck & Co, +14.7 
Spiegel, May, Stern Co. +24.4 
Sterchi Bros. Stores.. +31.4 
John R. Thompson.. + 4.7 
Waldorf System, Inc. + 68 
Walgreen Co. ........ + 3.8 
Western Auto Supply — 0.4 
F. W. Woolworth Co. — 0. 


Stewart-Warner Corp. +13.2 
Thatcher Mfg. Co.... +688 
Tide Water Assoc. Oil +13.5 
Twent. Cen.-Fox Film +12.8 
Union Oil Co. ....... —17.2 
U. S. Hoffman Machy. +21.7 
Westinghouse Blectric +29.6 
Wheeling Steel Corp.. + 7.8 
Yellow Truck & Coach +615 

Railroad freight and passenger traffic has 
increased moderately this year. While the final 
March statistics for all Class I roads have not 
yet been published, the reports available indi- 
cate that total revenues for the first quarter 
increased from $800,000,000 to about $908,- 
000,000, or by 13.5 per cent. Higher operating 
expenses and taxes absorbed about $88,000,000 
of the increase in gross, leaving $20,000,000 to 
be carried to net. The net operating income, 
which is a composite derived by combining 
the earnings of the strong systems with 
those of the numerous weak lines, increased 
from $85,000,000 to about $105,000,000, and rep- 
resented an annual rate of return upon prop- 
erty investment of 2.1 per cent this year 
against 1.69 last year. After payment or ac- 
crual of interest charges, there was an indi- 


cated deficit before dividends of $28,000,000, as 
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against a deficit of $45,000,000 in the first quar- 
ter last year. 

Further discussion of the present railroad 
situation is contained in the following article 
on the new tax proposals. 

A group of reports by 25 operating systems 
producing electric light and power, gas, and 
other services, shows that for the twelve months 
ended with March, total revenues increased 
about 4.3 per cent over the preceding year and 
net income after charges increased 7.5 per 
cent. Fixed charges for interest are now show- 
ing the benefits of the large amount of bond 
refunding at lower rates done by the public 
utilities in the past year or so, which have 
helped to offset the continued increase in their 
tax levies. 


Money and Banking 





There was no marked change in money 
conditions during the month. Rates quoted in 
the open market remained generally at the 
low levels prevailing for some time, with the 
discount basis for new 273-day Treasury bill 
offerings shading from around 0.126 per cent 
at the end of March to 0.093 in the last week 
of April, compared with the year’s low of 
0.074 per cent in February. 

Monetary gold stocks increased slightly to 
a new peak of $10,221,000,000, not including 
$18,000,000 purchased in France but not yet 
received in this country. The excess of member 
bank reserves above legal requirements rose 
sharply to $2,690,000,000, due mainly to Gov- 
ernment disbursements out of balances pre- 
viously accumulated at the Reserve Banks; 
although the total excess was still $600,000,- 
000 under the maximum of last December, 
it was well above the mid-March total of $2,- 
300,000,000, which, as the current Federal Re- 
serve Bulletin significantly remarks, was 
“sufficient to provide the basis for expansion 
of credit far beyond present or prospective 
needs”. On April 29 the Treasury still had 
nearly $700,000,000 on deposit at the Reserve 
Banks. 


Distribution of Excess Reserves 


In its annual report for 1935, issued during 
the past month, the Federal Reserve Bank of 
New York comments upon the growth of 
excess reserves over the past two years, and 
presents interesting data as to their distribu- 
tion which have a bearing upon the problem 
of credit control. Our readers doubtless are 
familiar with the provisions of the Banking 
Act of 1935 authorizing the Board of Gov- 
ernors of the Federal Reserve System to in- 
crease the reserve requirements of member 
banks to not more than twice their present 
amount, if necessary to avoid injurious ex- 
pansion of credit. During recent months there 
has been much discussion of the problem of 


excess reserves and of the possibility of their 
becoming the basis of excessive credit ex- 
pansion. Many well-informed people have felt 
that it would be a wise precaution to raise 
reserve requirements sufficiently to reduce the 
excess to more manageable proportions, and 
on February 12 this year the Federal Advisory 
Council recommended to the Reserve Board 
that action along these lines be taken. 

One aspect, however, of the problem about 
which there has been uncertainty, at least so 
far as the general public is concerned, relates 
to the question as to how broadly the excess 
reserves are distributed. There has been some 
doubt as to whether an advance in reserve 
requirements might not bear down with undue 
weight upon many banks whose reserve posi- 
tion was not as easy as the aggregate totals 
might indicate. On this point the figures pub- 
lished by the New York Reserve Bank are 
enlightening. Taking the banks of the Second 
Federal Reserve district as the basis for study, 
it was found that only 22 banks out of a total 
of 793 had reserve balances and deposits with 
correspondents amounting to less than 25 per 
cent in excess of their requirements; only 51 
banks had such funds amounting to less than 
50 per cent in excess of their requirements; 
and only 133 banks, or about one-sixth of all 
member banks in the district, had funds on 
deposit in the Reserve Bank or with other 
domestic banks amounting to less than double 
their reserve requirements. It is true that a 
part of the funds on deposit with other banks 
should be regarded as normal working bal- 
ances, and should not be regarded altogether 
as surplus funds; nevertheless, the findings 
are indicative of a broad distribution of sur- 
plus reserves through the district, and, insofar 
as the district may be considered typical, of a 
similar broad distribution throughout the 
country. 

Trend of Member Bank Credit 


At the member banks, the trend of outstand- 
ing credit was moderately upward during the 
month. Total loans and investments of the 
weekly reporting institutions increased about 
$150,000,000 during the four weeks ended April 
22, and on the latter date were nearly $2,000,- 
000,000 above a year ago. Comparing the totals 
for the month, increases were principally in 
brokers’ loans, and in holdings of securities 
other than U. S. Government issues. Compared 
with a year ago, the increases were very largely 
in holdings of U. S. Government and guaran- 
teed securities. Demand deposits adjusted in- 
creased $416,000,000 during the month, and 
were about $2,000,000,000 higher than last year 
at this time. 

The item classified as “other loans,” gener- 
ally considered roughly indicative of commer- 
cial borrowing, experienced a rise of $237,000,- 
000 between the February low and April 15, 
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falling off slightly in the following week. The 
increase during April in this classification of 
loans, over similar figures in April last year, 
averaged $200,000,000, a somewhat larger gain 
than has been shown heretofore. 


Bond Market and Foreign Exchange 

Outstanding high grade bonds continued 
firm during the month, but second grade issues 
reflected weakness in the stock market. There 
was some indication of indigestion in the mar- 
ket for new issues which has been crowded 
heavily of late by new offerings at compara- 
tively high prices. In the U. S. Government 
bond market, fifteen of the sixteen long-term 
issues sold at record high prices around the 
middle of the month, but prices eased off some 
before the close. 

New capital issues for the first quarter aggre- 
gated $1,481,000,000, according to the Com- 
mercial & Financial Chronicle. Of this total, 
$145,000,000 represented new money for in- 
dustrial expansion, compared with $20,000,000 
in the corresponding period of last year. By far 
the greater part of the new flotations, or $1,- 
121,000,000, represented refinancing largely 
to take advantage of low money rates. 

The feature of the foreign exchange market 
was weakness in French francs which sold at 
or below the gold point during the greater part 
of the month. This period of weakness, which 
began with the reentry of German troops into 
the Rhineland March 7 and undoubtedly was 
influenced by the French elections on April 26 
and May 3, was accompanied by a substantial 
further loss of gold by the Bank of France, 
chiefly, it would appear to London, inasmuch 
as gold purchases in Paris for shipment to 
the United States have been moderate. Late in 
the month the Swiss franc likewise displayed 
weakness. 

The question is of interest as to whether 
devaluation and return to a fixed gold basis by 
the gold bloc countries would lead to sub- 
stantial repatriation of capital from this coun- 
try. No doubt some return movement would 
develop; however, in view of the business 
prospects here and the political uncertainties 
abroad, there will be a strong inducement for 
many foreign investors to keep their funds on 
this side of the Atlantic. Moreover, we have 
ample funds to spare. The development to be 
feared is not a return of European capital at- 
tendant upon real improvement in conditions 
in Europe, but new confusion in the exchanges. 

On April 27, the Government of Poland 
abandoned the free gold standard by placing 
an embargo upon gold exports and introducing 
a system of foreign exchange control. 


The Pending Tax-Bill 


The general plan of the tax-bill as prepared 
by the Treasury was discussed in these columns 
last month. The sub-committee already had 
proposed certain alterations, excepting banks, 





other financial corporations and insurance com- 
panies, also in regard to corporation earnings 
which by reason of state laws or loan contracts 
could not be paid out as dividends. These 
recommendations were adopted by the Com- 
mittee, and further provision was made for 
amortizing long term and funded indebtedness 
outstanding prior to March 4, 1936, over a 
period of not less than five years, to the extent 
of the excess of the same over the corporation’s 
earned surplus and undivided profits, subject- 
ing such payments to an optional flat tax of 
22% per cent, instead of the graduated rates, 
which run as high as 42% per cent. 

The computation of the tax is an exceedingly 
complicated task. The fundamental difficulty 
is that the tax rates are graduated, depending 
on the ratio of undistributed net income to 
“adjusted net income” (i.e., total net income, 
less certain exempt bond interest), as shown 
in Schedule I (for net incomes of not over 
$10,000) and Schedule II (for incomes over 
$10,000). As the undistributed net income is 
the adjusted net income, less dividends paid, 
and less the tax, the undistributed net income 
cannot be determined until the tax has been 
determined; and the tax cannot be determined 
until the undistributed net income has been 
determined—thus presenting a problem which 
hardly could be solved without a resort to 
higher mathematics. 

This brief description barely suggests the 
complexities of this measure. We shall not 
attempt to enter further into the maze of de- 
tails, and are not prepared to believe that the 
bill will be enacted in its present form. 

In making the named concessions the Com- 
mittee has yielded to vigorous_protests offered 
during the eight days of public hearings, al- 
though Treasury representatives have opposed 
them-all, arguing that the Treasury needed the 
estimated revenues and that the plan was more 
equitable than existing law. Chairman Dough- 
ton, of the Ways and Means Committee, speak- 
ing of the changes in taxes on debt-payments, 
said that they might have the immediate effect 
of lowering the tax yield, but would “strengthen 
the income source.” He is quoted as adding 
that he “agreed to the contention that without 
this relief many corporations would be forced 
into liquidation.” 

The action of the Committee in this respect 
is a recognition that it is not only prudent 
business policy, but sound public policy, for 
every corporation in years of normal income 
to reduce its indebtedness. This policy safe- 
guards the business and makes for social se- 
curity. The Government might very well ab- 
stain from penalizing such payments even to 
the extent of the minimum 22% per cent, for 
unlike income consumed by recipients, income 
thus disposed of is devoted to social purposes. 

The concentration of taxation upon business 
and business leaders inevitably affects every 
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part of the vast organization by which every 
person gets his living. When any part gives 
way, other parts are weakened, and this is 
especially true when the entire organization 
has been weakened by more than five years of 
strain and losses. Ill-advised taxation may re- 
sult in lower, instead of higher, revenues, and 
worse than that, in less employment. 


The Sum of Opposing Arguments 


The broad argument against the measure, 
as made to the Committee during the hearings, 
was that it does not recognize the hazards of 
modern business, and particularly of modern 
industry, with its large investments in special- 
ized equipment and its constantly changing 
technique; and would imprudently limit the 
authority of ownership and management in 
vital matters of policy. This contention is illus- 
trated by the rigid terms of even the conces- 
sions granted upon debt-payments, applying 
as they do to all corporations alike, regardless 
of varying conditions among individual cor- 
porations and kinds of business; also as related 
to the changes that may occur over a five-year 
period. The rapid changes in products, methods 
and equipment give increasing uncertainty 
to all allowances for capital depreciation 
and obsolescence. Past estimates of this kind 
are themselves obsolescent. No business is se- 
cure without a management alert to every de- 
velopment and having ample and readily avail- 
able reserves. 

Speakers in the hearings stressed the wide 
swings in inventory values of raw materials, 
unfinished goods and unsold stock, which must 
be valued at cost or the market, and the part 
they play in yearly profit figures. Tables were 
given showing a one year range of raw mate- 
rials from a decline of 19 per cent to a rise of 
80 per cent. In 1920-21 thousands of business 
men were ruined by the fall of inventory values. 
Good corporation practice requires ample re- 
serves against inventory losses. 

Business men before the Committee were in 
agreement that the measure would make it 
harder for young enterprises of small capital 
to make headway against established competi- 
tors who had name, good will and ample re- 
serve accumulations. In the past, new enter- 
prises of merit have built up their productive 
capacity from small beginnings by the savings 
of new processes which they have introduced, 
and which have enlarged the purchasing power 
of the public. This will be much more difficult 
under the proposed tax system. 

Bankers urged that it would result in in- 
creased uncertainty in relations with customers 
dependent upon bank loans for working capital 
and upon current net earnings for means of 
payment. The relief conceded in the bill does 
not apply to new indebtedness. The new taxes 
will be more than a prior lien: they will create 
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a powerful motive for distributing profits in- 
stead of paying off debts, and naturally will 
require an increase of caution in making loans. 

Taxation policies should not handicap indus- 
trial progress. This was the main plea presented 
at the “hearings.” The sum of the objections 
was that the restrictions will mean less freedom, 
less initiative, less exercise of judgment to suit 
each case and circumstance, more rigidity and 
routine, more waste and lost motion, greater 
burdens upon industry and a slowing down of 
industrial and social progress. 


An Example from Railroad Regulation 


In the discussion of the tax-bill in these 
columns last month, mention was made of cer- 
tain utterances of the Interstate Commerce 
Commission which seem to imply that in the 
light of present knowledge it might have been 
better policy in past years to have permitted 
the railroads to earn a little more money than 
was allowed, but for the express purpose of 
reducing debt. This mention has excited in- 
quiry, and prompts a further statement, not for 
criticism but for the lesson implied. 

The Interstate Commerce Commission has 
been regulating the railroads since 1887, and by 
common agreement there is greater need for 
some coordinating and supervisory authority 
over railroad operations than over any other 
kind of business. The need for just and equal 
treatment of individuals and localities by the 
railroads is more important than any other 
business relationship. In character the mem- 
bership of this Commission probably has been 
above the average of public officials, outside 
of the judiciary. The tenure of office has been 
fairly long. But the weakness of governmental 
control over business affairs has been illus- 
trated by the division of authority between the 
Commission and Congress. 

Under this joint control the railroads have 
reached a sorry plight. In 1932 total operating 
revenues were 51.2 per cent of the 1923-1925 
average and in 1935 they had recovered to only 
56.5 per cent. In every year of the last four, 
1932-1935, the Class I railroads as a group have 
had a deficit after fixed charges, and at the 
close of 1935, 86 companies, operating about 
27 per cent of the total mileage, were in re- 
ceivership or bankruptcy. Moreover, in efforts 
to reduce expenses, maintenance costs have 
been closely trimmed. In the language of Mr. 
Eastman, the Emergency Coordinator, “much 
railroad property is down at the heel.” In the 
nine years 1922-1930 the average of yearly 
capital expenditures was $782,000,000, while 
for the five years 1931-1935 it was down to 
$207,000,000. In 1924, average number of em- 
ployes was 1,751,362; in 1935, 994,078. Of 
course, the business depression has been an 
important factor in this decline of traffic, but 
informed persons believe that railroad prob- 

















lems have had much to do with the business 
depression, and especially its long continuance. 

Railroad regulation has been in gradual de- 
velopment since 1887. It has met with many 
difficult problems, and in 1920 railroad law was 
revised generally. The transportation act of 
that year was drawn by able men who had been 
honest critics of railroad management. One 
of the problems that had baffled both Congress 
and Commission was, how to allow all railroads 
to earn reasonable compensation without allow- 
ing some of them to earn too much—a problem 
not restricted to railroads, as we shall see 
further on. In the act of 1920 an attempt was 
made to solve this problem, by means of the 
“recapture” provision, an explanation of which 
is quoted below. 

The Act of 1920 


Before giving the quotation we will add, by 
way of further introduction, that this theoreti- 
cal solution which has failed to solve anything 
was based upon an engineering survey and 
valuation of all railroad property, which even 
yet is not completed, but up to date has cost 
about $200,000,000. The valuation had been 
begun some years earlier, with the senior 
LaFollette as prime mover, was already un- 
der way, and was expected to reveal oceans of 
water. The final valuation as determined by 
the Commission is obtained by taking account 
of original cost, cost of reproduction new less 
depreciation, cost of lands, sum of working 
capital, materials and supplies on hand, and all 
matters appearing to have relations to the 
going-concern values of the properties. The act 
of 1920 contemplated that upon the aggregate 
valuation of all the properties, aggregate earn- 
ings would be permitted, (if the companies 
could make them) up to a “fair return,” which 
the act named as 6 per cent for the start-off, 
but was to be fixed from time to time by the 
Commission. This was the limit upon the total 
sum to be allowed all the companies: if some 
of them earned more, others would have less; 
but one-half of the surplus net earnings of the 
more prosperous companies was to be “recap- 
tured” for a “fund,” from which loans would 
be made to the “deserving poor.” 

The first and only change in the rate fixed 
by the Commission was from 6 to 5% per cent, 
but the aggregate net earnings have not 
reached the lower rate in a single year 
from that day to this. The average rate over 
the entire period, 1920-1935 inclusive, has been 
3.17 per cent; for 1920-1930 3.81 per cent, and 
for 1931-1935 1.76 per cent. This is the record 
of the so-called “guaranteed return,” which has 
caused numerous persons to work themselves up 
unduly. Incidentally it may be mentioned that 
the $200,000,000 has not revealed “water” as 
expected, or that what “water” there was had 
any effect upon charges or earnings. No doubt 
it is worth something to have the valuations, 
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but up to date the “recapture” efforts repre- 
sent the only known use of them. The Valua- 
tion Bureau is still functioning, with a staff 
as of December 1, 1935, numbering 304. 


Failure of Recapture 


In 1930 the Commission in its annual report 
to the Congress recommended repeal of the 
recapture clause and in 1931 repeated the 
recommendation. In 1932 it renewed it once 
more, and in doing so stated that at public 
hearings before the Committee on Interstate 
and Foreign Commerce of the House of Repre- 
sentatives repeal had been favored by “repre- 
sentatives of the carriers, shippers, State Com- 
missions, railroad labor and investors,” adding: 
“there was no opposition.” 

After these preliminary statements, the 1932 
report summarized recapture experience as 
follows: 


Both the present rate-making rule and the recapture 
provisions were founded upon the theory that the rates 
charged by the railroads could be so adjusted—moved 
up and down from time to time—as to maintain a 
comparatively stable level of aggregate earnings. These 
aggregate earnings would provide a fair average re- 
turn, but the more favorably situated railroads would 
earn more than a fair return, while those not so well 
situated would earn less. As a partial correction of these 
anticipated results, provision was made for recapture 
by the Government of one-half of the income earned 
by a railroad in any year in excess of a fair return, the 
funds so recaptured to be loaned to the less prosperous 
carriers. 

Accepting the premises on which it was based, this 
was a logical plan; but in fact the premises were un- 
sound. Railroad earnings reflect general economic 
conditions very closely, and to the extent that such 
conditions fluctuate railroad earnings will fluctuate, 
and it is impracticable to avoid these fluctuations by 
moving railroad charges up and down. To attempt 
this would mean higher rates in times of depression 
and lower rates in times of prosperity. Perhaps it 
was assumed, when the present section 15a was de- 
vised, that we had reached an era when economic 
conditions would remain stable; but if so, no such 
thought is any longer entertained. Another important 
factor which was then unanticipated or disregarded 
was the competition of other transportation agencies 
which has developed so rapidly in recent years, to the 
detriment of railroad earnings. 


Other comments followed, of which one was 
that it did no good to grant loans to the roads 
that could not make money on a competitive 
basis, because it only got them more deeply 
into debt with no prospect of getting out. 

One comment is especially pertinent to the 
pending tax bill, because it touches upon the 
subject of annual income fluctuations and the 
importance of corporation reserves. Upon this 
the Commission said: 


The recapture provisions make no allowance for 
fluctuations in earnings. If a carrier is fortunate 
enough to have excess income in any year, half of that 
excess is subject to recapture, regardless of the fact 
that it may be completely offset by deficiencies in 
succeeding years. This was the most serious defect in 
the recapture logic, but the plan has been shown to be 
subject to other objections of a practical nature. 


Further on in the same discussion the report 
says that the “strongest argument in favor of 
retaining recapture” is that there are “a com- 
paratively few railroads which have enjoyed 
extraordinary prosperity,” but adds that “there 
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is no telling how long this will be so,” and 
offers various reasons for doubting the wisdom 
of any attempt; finally saying: 

Nor is it at all certain that it is a bad thing for the 
country that some railroads should be able to earn more 
than ordinarily generous returns, in view of the hazards 
to railroad earnings which have become so clearly 
manifest in the light of recent events. The opportunity 
to earn more than ordinary profits in exceptional cases 
is an inducement, when such hazards exist, to invest- 
ment which might not otherwise be made. 

* * * We renew our recommendation that the recap- 
ture provisions be repealed from the beginning. The 
railroads are facing a difficult future. They have much 
to contend with and the prospects are not alluring. 
Repeal of recapture will remove one dark cloud which 
hangs over their credit, and the removal will benefit 
rather than harm the country. 


The above quotations are testimony from the 
oldest permanent commission of the Govern- 
ment, and the most important, and this testi- 
mony is supported by the act of Congress 
repealing the recapture provisions, in 1933. It 
testifies to the result of an experiment in arbi- 
trary and discriminating levies quite similar 
to, but much less dangerous than, the one now 
proposed for all corporations. Everything said 
about the fluctuations of railroad earnings, 
including the sage observation that “it might 
not be a bad thing” to have some of the rail- 
roads prosperous, “in view of the hazards of 
the business”—is equally applicable to indus- 
trial corporations. 


Official Endorsement of Sinking Funds 


Following the repeal of the recapture pro- 
visions, the Interstate Commerce Commission 
began an agitation for sinking funds created 
from earnings for the gradual reduction of 
debts before maturity. Furthermore, the Presi- 
dent gave a public expression of endorsement, 
summarized in the “Railway Age” of January 
13, 1934 (p. 51) as follows: 


President Thinks Rail Earnings Should be Adequate 
For Sinking Funds 


President Roosevelt has let it be known that he is 
heartily in favor of the position taken by the Interstate 
Commerce Commission and others that the railroad 
companies should set up sinking funds out of net 
income for the purpose of retiring a part of their 
funded debt. The Commission’s recommendation was 
that this be done in part before maturity. In fairness 
to the companies, however, the President also believes 
that this means that regulatory bodies ought to seek 
to make it possible for railroads and utilities to earn 
enough to set up sinking funds and that for this reason 
rates should not be reduced so much as they might be 
otherwise. The President feels that one of the chief 
troubles of the railroad financial situation is that so 
large a proportion of their capital structure has been 
in the form of mortgage indebtedness instead of stock 
and that the debts are constantly refunded instead of 
paid off, and that fact is illustrated by the condition 
that existed last spring when a number of railroads 
that had been solvent for many years were faced with 
receivership and probably other major carriers might 
have been in a similar situation within six months if 
conditions had continued. In his opinion such a situa- 
tion would have been caused by inability of the rail- 
roads to meet the interest on their mortgage debt 
whereas if their fixed charges had been less they could 
have faced the situation more easily because dividends 
may be passed without receivership resulting. 


This comment is so obviously sound that it 
should be convincing to all readers. It is 






proper to say in this connection, that after 
the passage of the act of 1920, the investing 
public—for some reason apparently obscure to 
the Commission and Congress—developed a 
pronounced preference for railroad bonds as 
compared with railroad stocks, and railroads 
needing capital have thought it advisable to 
conform to this preference. 

We have given this review of the recapture 
experiment for several reasons: first, it is 
pertinent to the present critical railroad 
situation; second, it has an obvious bearing 
upon the pending tax-bill ; and, finally, it affords 
a practical illustration of the inherent diffi- 
culties that attend upon governmental regula- 
tion of business. It is not offered as proving 
that there should be no regulation, but as 
showing that such proposals should be worked 
out carefully and not rushed through under a 
time limit as emergency legislation. This ex- 
perience shows that Congress, with the advice 
of a Commission, may adopt a long-considered 
and highly-important policy, and later be 
advised by the Commission that although the 
policy would have been entirely “logical” if the 
premises had been sound, (alas!) “the premises 
were unsound,” and the act should be repealed. 


The Rise of Corporation Profits 


Advocates of the pending bill have laid em- 
phasis upon the rise of corporation profits espe- 
cially in the last year, as indicating that they 
properly subject to more taxation. A repre- 
sentative of the Treasury addressing the com- 
mittee said that virtually there was nothing 
else to tax, and that corporation profits had 
increased 40 per cent. Certain casual comment 
has been to the same effect. A “40 per cent 
increase” seems large indeed unless you know 
more about it. A table in these columns last 
month, giving the net earnings of 2,010 cor- 
porations in 1934 and 1935, showed a net profit 
of 42 per cent, and possibly this table was the 
basis of the “40 per cent” statement, but ac- 
companying comment pointed out that the 
2,010,—out of over 500,000 corporations doing 
business — were leading ones in their lines, 
whose stocks and bonds are listed on public 
exchanges, and who are under obligations to 
make public reports. 

To be more explicit: the table of earnings 
published last month gave the earnings of 
2,010 corporations in the full year 1935 and 
compared them with the earnings of the same 
corporations in the year 1934. The table in- 
cluded all reports available in the first quarter 
of 1936. This comparison showed a net profit 
gain from 1934 to 1935 of 42 per cent. However, 
in view of the fact that the reports available 
represented so small a proportion of the total 
number of corporations in business, and because 
past compilations have shown that the early 
reports are not a true criterion for all corpora- 
tions, an explicit warning was given that the 
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showing should be taken, not as an indication 
of aggregate results, but only as indicating the 
general trend. Thus in our April number 1935, 
a table was given showing that 1,935 corpora- 
tions reporting in the first quarter of 1935 
showed net earnings in the year 1934 31.8 per 
cent higher than for the same corporations in 
1933, but subsequent information has indicated 
that all corporations together had no net earn- 
ings in 1934, 

These reports were made public by the cor- 
porations voluntarily or under stock exchange 
rules, but complete reports of corporation earn- 
ings can be had only from the reports of the 
United States Treasury, and for the full 
calendar year; moreover, they do not become 
available to the public until a year or more after 
the end of each year. The quarterly reports and 
comparisons are given in these columns and 
elsewhere for their immediate news value. In 
this instance they indicate a rising trend in 
volume of business and profits. 


Earnings Over Four Years 


We also gave last month the final Treasury 
figures for all corporation earnings from 1921 
to 1933, which showed for 1930 a net aggregate 
profit of 1 per cent on their aggregate gross 
income of 136 billions of dollars; and that in 
the years 1931, 1932 and 1933 they had aggre- 
gate net deficits of 2.9 per cent, 6.6 per cent 
and 2.8 per cent respectively on their aggregate 
gross incomes, amounting in all to a loss in the 
four years of nine and one-half billions of 
dollars. The Treasury figures for 1934 have not 
yet been published, but the Department of 
Commerce last December issued a calculation 
of the total national income in 1934, in which 
it reached the conclusion that corporate and 
private business together had a net aggregate 
deficit of $1,628,000,000. On the strength of this 
official estimate it is reasonable to conclude 
that in 1934 the corporations as a body again 
operated with a deficit. 

Recurring now to the “40 per cent gain” 
which was the basis of the Treasury adviser’s 
advice to the Ways and Means Committee, it 
is evident that the figures used do not have the 
implied significance. The corporations as a 
body had no net income in 1934, and no per- 
centage return can be calculated on zero. The 
statement was erroneous and misleading. 

Of course, this does not mean that none of 
the corporations had any profit in any one of 
the years named: the facts are that when the 
profits and deficits are put together the latter 
exceed the former. The Department of Com- 
merce calculation shows this to be true on the 
aggregate of all business in 1934. However, 
since this calculation does not show corpora- 
tion earnings separately, suppose it be assumed 
that instead of having no aggregate profit in 
1934, all corporations, as in 1930, made an aver- 
age of one per cent on gross income. In that 
case an increase of 40 per cent would give 
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1.4 per cent as the profit share of the corpora- 
tions in the total value of their product in 
1935. Is this an excessive margin of profit 
from which 22% to 42% per cent should be 
taken as a toll on debt-payments, or on any 
expenditures of earnings they may desire to 
make for improvements or development? 


The Fortunes of Different Groups 


Instead of thinking only of the elite group of 
corporations, suppose we consider several 
groups in somewhat different circumstances? 
Assume that all corporations be divided into 
four groups, as follows: (1) the lowest group, 
composed of companies that are definitely los- 
ing money—still struggling, but probably des- 
tined (unless a miracle of revival happens) to 
soon pass out of the picture; (2) next above, a 
group that is about breaking even, but not 
making money, hopeful but dependent upon the 
general trend; (3) making some money, but 
position not assured, also dependent on the 
general trend; and, (4) the group of leaders in 
their respective lines—the low-cost producers, 
with up-to-date equipment and methods, ample 
reserves, capable management, able to outlast 
most of their competitors in any weather that 
may come. These four groups must be en- 
visaged distinctively and together in order to 
have a true picture of the business situation. 
They are not operating in air-tight compart- 
ments but are doing business with each other. 
Many of the first three are selling materials and 
capital goods to the fourth, which makes the 
pace in all development. It is impossible to 
suppress or hobble the leaders without affect- 
ing all, and what will be the effects of any 
policy unfavorable to enterprise, upon the four 
groups severally, and upon employment and 
social welfare? 


An Equality Argument 

One of the arguments offered for the bill is 
that it will establish “equality” of treatment as 
between earnings paid out to shareholders and 
earnings retained in the business. Of course, 
this argument is not in behalf of the sharehold- 
ers, but in behalf of the Treasury, which seems 
to feel that new stores of wealth have been 
discovered and that the essential function of 
business is to pay taxes. The principal function 
of business, as taught by Adam Smith, master 
of economic science, is to supply the needs 
and wants of the people, and to provide em- 
ployment in doing so. He said that Govern- 
ments in levying taxes should interfere with 
business as little as possible, and that they 
would get more revenues by sharing in the 
prosperity of the people. 

The greatest error of the tax-plan is in this 
emphasis upon taxes, with the incidental re- 
quirement that corporation earnings shall be 
paid out to shareholders, instead of being re- 
tained for debt-payments or other business 
uses. Earnings retained in the control of a 
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company can be used only for business pur- 
poses, which means for the employment of 
labor and the production and distribution of 
wealth. If used to cancel debt, they will 
strengthen the business structure; if invested 
in bonds they will finance enterprise; if seem- 
ingly idle in a bank-deposit, they are available 
for business uses, not only by the depositor but 
by others; or if unemployed, they will depress 
interest rates and in this way be a potent in- 
fluence for business revival; and, finally, how- 
ever and by whomsoever they may be em- 
ployed, they will give employment to labor. 
There is no productive employment for capital 
but by the employment of labor. You cannot 
dig a ditch or lay a wall or turn a furrow or 
expend a dollar, without employing labor. 

For these reasons it is sound public policy to 
favor the retention of business earnings in busi- 
ness uses. It is not only a sound policy, but a 
progressive, enlightened and just policy to do 
so; for while capital shares in the increased 
production resulting, its share is very small, as 
proven by the record of corporation profits 
given in these columns last month, viz: over 
the thirteen years 1921-1933, 2.6 per cent of 
the sales value of their products; in 1935, for 
390 leading corporations, reporting in the first 
quarter of 1936, 5.4 per cent of aggregate sales. 


The Authentic Figures for Profits 


There is no longer any excuse for ignorance 
or misrepresentation of the profits of corpora- 
tions; for all corporations are now required to 
make detailed reports to the Treasury, and the 
latter has an expert force of checkers and prose- 
cutors. If it be said that the above figures are 
unduly affected by averages, and misleading 
as to the large corporations, the assertion cer- 
tainly is the reverse of true as to the 1935 
figures now available. It is refuted by the fig- 
ures for particular groups. Thus, while all 
companies reporting in the first quarter of 
1936 upon earnings in the year 1935, show a 
profit average of 5.4 per cent of their total 
gross income, 19 steel companies, among which 
are the United States Steel, Bethlehem, 
Republic, National, Wheeling, Jones & Laugh- 
lin, and other big ones, show an average of 
only 1.9 per cent; fourteen meat-packing com- 
panies, including the “big four,” show only 
1.2 per cent; eleven manufacturers of cotton 
goods show a deficit of 1.3 per cent. Thus out 
of every dollar of gross income the steel com- 
panies paid out 98.1 cents for operating costs, 
including raw materials, interest and taxes, 
and the meat companies paid out 98.8 cents in 
like manner. Even this small margin of profit 
is widely distributed, for the United States 
Steel Company alone had at the close of last 
year 216,326 stockholders, and Swift & Com- 
pany alone had 55,000 stockholders. United 
States Steel and subsidiaries had approximately 
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194,800 employes working throughout the year, 
and Swift & Company had about 60,000. 

The steel and packing groups have been 
commonly represented as among the most 
highly monopolized of all the industrial groups, 
but here are the authentic figures of their 
profits. For many years the railroads played 
the star “monopoly” part, but above is given 
the percentage of their average net earnings 
for the last fifteen years, as computed by the 
Interstate Commerce Commission upon its own 
valuation of the properties, viz: 3.17 per cent. 

Of all these reputed monopolies it seems 
fair to say that if they have the power to fix 
their own remuneration they are very mod- 
erate in their exactions; and if they have not 
the power to do so, they can hardly be con- 
sidered very dangerous monopolies. 

Exaggerated reports about the profits of the 
industries have been on the air for a long time. 
The official figures should silence them. It is 
for taxes on these profits that the modern 
industrial system as a whole is imperilled. 


Profits of 1922-1929 


One of the most common fallacies of the 
day is the random conjecture that extraor- 
dinary profits were made by the industries in 
the post-war boom period and invested to in- 
crease production, thus causing over-produc- 
tion and unemployment, breaking down prices, 
bringing on the depression, etc., etc., all of 
which has little factual basis. The volume of 
production was large, but the margin of profit 
was smaller than shown by any previous rec- 
ord, and so low that at the time it was fre- 
quently called an era of “profitless prosperity.” 

The Treasury figures show that from 1922 
to 1929 inclusive the average profit of all cor- 
porations was but 4.7 per cent of the aggregate 
gross income, and in only one year rose as high 
as 5.2 per cent. In both 1928 and 1929 it was 
exactly 5 per cent. With an average of approxi- 
mately 5 per cent of produced values retained 
by the corporation, it is evident that 95 per cent 
would be distributed elsewhere—in costs of 
production, including wages, material costs, 
taxes, etc., and possibly in lower prices to con- 
sumers; in short, to the public. 

It is true that the narrow margin of profit 
and the doubling of wages stimulated the de- 
velopment of labor-saving methods, as might 
be expected, but it is not true that the depres- 
sion began with the highly organized indus- 
tries, as charged. It began with the fall in price 
of agricultural products, when the agriculture 
of Europe regained its pre-war rate of produc- 
tion and reduced its extraordinary importations 
from this country. 

With a 5 per cent return on gross incomes, 
all industrial earnings retained in the industries 
for further development and growth obviously 
will yield to the corporation treasuries 5 per 
cent of the value of the increased production, 
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while 95 per cent of the increase will go to the 
public—not by any uncertain promptings of 
generosity, but by the simple processes of 
economic law. This, however, does not mean 
that the full 5 per cent will reach the stock- 
holders. They share in the earnings only as 
they receive dividends, and if in any year the 
net earnings are not fully distributed as divi- 
dends, but in whole or in part are retained for 
use in the business, the stockholders to that 
extent will not participate in the distribution; 
moreover, of the increased production resulting 
from this policy in subsequent years, the cor- 
poration will be able to share only at the ratio 
between itself and the public in previous years, 
namely at the approximate ratio of 5 to 95, or 
one part for the corporation to 19 for the public, 
as appears above. Of course, as consumers of 
their own products and other products stock- 
holders will share in the gains of industrial 
progress proportionately with all other con- 
sumers. It should be mentioned also, that out 
of these profits individual stockholders must 
= Digaes personal taxes, national, state and 
local. 

The above record reveals the approximate 
average division of the industrial product over 
the last 15 years between industrial proprietors 
and the public, and the compensation of owner- 
ship for initiative, enterprise, the use of its 
capital, the services of organization, the risks 
of business losses, etc. 

Looking to the public interest, could there 
be a more mistaken or shortsighted policy than 
that of forcing the distribution of earnings by 
law, instead of permitting them to remain and 
fructify in productive employment with distri- 
bution accomplished through a constantly ris- 
ing standard of living? 

The Automobile and Steel Industries 

The foregoing is strikingly illustrated by the 
development of the automobile industry as 
described in these columns last month. By the 
retention of earnings for development that in- 
dustry has been built up to afford more employ- 
ment than any other industry in this country. 
Dividends have been relatively small. The net 
earnings have mainly gone into the improve- 
ment of methods and the vast plants that have 
no other value but what they can earn by sup- 
plying a public want. In the division of benefits 
from the rise of the automobile industry, be- 
tween the stockholders and all others con- 
cerned, the latter have shared at a ratio far 
more favorable to them than 19 to 1. 

A similar illustration is afforded by the report 
of the United States Steel Corporation for the 
year 1935; as follows: It had aggregate gross 
receipts from sales and otherwise of $758,893,- 
126; paid out $251,576,808 as wages ; had a profit 
of $1,146,708, which was .15 of 1 per cent of 
the gross income, paid a dividend of 2 per cent 
on its preferred stock (aggregate sum, $7,205,- 
622) and nothing on its common, but has 





appropriated $35,313,455 for expenditures in 
1936 upon improvements in its working capa- 
city (to be paid out of previous earnings, like 
the preferred dividends of the last five years.) 
Of the increased production resulting from this 
increased capacity, it may, if fortunate, realize 
5 per cent as its share, with 95 per cent going 
to the public. 

The corporation had $12,000,000 of net earn- 
ings in 1931, deficits in 1932, 1933, 1934 and the 
above-named net in 1935, making a five year 
record with a net aggregate deficit of $1 15,159,- 
758. These are current operating losses, not in- 
cluding a “write-down” of $270,000,000 in the 
property account, as the result of a review of 
valuations. The last report says of this “write- 
down”: 

Broadly, these adjustments are attributable to the 
developments in the art and mechanics of steel-making 
which have operated to reduce the normally expected 
life of such facilities, and to changes in plant loca- 


tion based upon shifting markets and transportation 
facilities. 


Notwithstanding this five year record, the 
expenditures for improvements must go on, for 
this is the only way to a resumption of divi- 
dends. Cost and prices must be reduced. 


Differing Views of Equality 

People view all things from different angles 
and in different lights and have different ideas 
about “equality.” To some it seems strange 
that “equality” should be mentioned in con- 
nection with income taxes. There were 48,- 
830,000 persons “gainfully employed” in this 
country in 1930, according to the census, but 
only 2,037,645 or approximately 1 to 24, paid 
any Federal income tax. The number paying 
any surtax is not stated, but in that year the 
surtaxes began above $10,000, and the revenue 
report shows that only 259,454 persons paid 
taxes on incomes above that class; or, in com- 
parison with the “gainfully employed,” about 
1 to 188. At the higher levels the numbers 
fall rapidly, with only 60,000 paying on incomes 
above $28,000. This concentration of taxation 
is based in part upon the principle of “ability 
to pay,” which has an accepted justification; 
but the extreme concentration is avowedly 
prompted by the purpose to force an arbitrary 
distribution of wealth. This purpose is doubt- 
less inspired by the assumption that the large 
incomes are devoted exclusively to the service 
of the owners, which is far from the truth, as 
witness the 5 to 95 ratio shown by the record 
quoted above. 

Excepting the normal tax on corporation 
dividends, the new taxes now pending are 
planned to fall entirely upon the industries and 
super-tax-payers, apparently in the expecta- 
tion that they will fall upon no others. But 
notwithstanding the limited number of persons 
who will pay them, there is reason to apprehend 
a far wider distribution of the effects than the 
planners are expecting. There is reason to be- 
lieve that these taxes will fall most heavily 
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upon the very type of industrial leadership that 
has been most influential in the development of 
industry, the enlargement of employment, the 
rise of wages, and in making the difference that 
exists between the standard of living in this 
country and that of China and India. 

The serial article upon “Wealth and Its Dis- 
tribution” is omitted this month because this 
article is devoted to that subject. 


Expanding Gold Production 


The available figures for the first two months 
of this year indicate that the world output of 
gold will probably make another record in 1936. 
The Union of South Africa, Canada and the 
United States, which are the first, third and 
fourth largest producers of gold, each mined 
practically 100,000 ounces more gold than dur- 
ing the same period last year. Soviet Russia, 
now the world’s second largest producer of the 
yellow metal, recently announced a plan to step 
up her output to over 10 million ounces in 1936, 
or almost double the 1935 production. Even 
if only a small part of the Russian expansion 
program is realized, the world output of gold 
will easily reach another record level, possibly 
33-35 million ounces of gold, and even higher 
figures are expected by some. This would be 
the fifth consecutive year since 1931 in which 
the output of gold has exceeded the old previ- 
ous record made in 1915. 

Production of gold declined materially after 
the close of the war and the low point was 
reached in 1922 when only 15.4 million ounces 
were extracted. This decline obviously was due 
to the rise of mining costs while the coinage 
value remained the same. From then on pro- 
duction rose slowly, remaining at a level of 
16-20 million ounces for most of the post-war 
decade. This reflected chiefly the expanding 
output of the Rand fields in South Africa, which 
were being exploited more effectively. The 
output of other countries dropped off, however, 
particularly that of Australia and the United 
States. 

The combined stimulation of the decline in 
commodity prices after 1930, and the increasing 
premium on gold in terms of devalued curren- 
cies, reversed the trend of gold output. Gold 
production was encouraged in all lands where 
a trace of gold could be found and by 1932 all 
previous records, even that of 1915, had been 
shattered by a wide margin. 

Attracted by the possibilities of large profits, 
new capital flowed into gold mining and 
hundreds of new gold mines were opened and 
older ones extended. Old mining camps, dead 
since the days of the western gold rush, once 
more bustled with action and gold-prospect- 
ing was stimulated even in the Southeast, 
Georgia and Alabama, where practically no 
gold had been mined in about one hundred 
years. In Canada, gold prospecting extended 
mining operations into the regions close to the 





polar circle, near Slave and Bear Lakes. Air- 
plane service and modern extractive methods 
did much to make the opening of these gold 
fields economically practicable. 

In Australia, New Zealand and Chile the re- 
opening of the old gold fields came at an oppor- 
tune time and aided not only in absorbing un- 
employed, but also in providing badly needed 
foreign exchange. 

In Russia, in the last few years almost 700,000 
people have found employment in gold mining, 
which was given a new lease on life by the in- 
troduction of dredges. The dredges increased 
tremendously the output of the Siberian placer 
areas, where until then gold had been extracted 
only by the panning method. Mechanization 
has also stimulated the output of the Ural gold 
fields. Russia has exported most of her gold, 
using it as a means of payment for machinery 
and the goods which she is still unable to pro- 
duce. By obtaining much needed foreign ex- 
change through the export of gold, large quan- 
tities of foodstuffs which had previously been 
shipped out of the country were released for 
home consumption. Gold mining, therefore, has 
been one of the factors which contributed to the 
rise in the standard of living of the Russian 
population. 

The Situation in South Africa 


In South Africa the devaluation of the 
African pound in December 1932 almost over- 
night increased the price of gold by 50 per cent. 
A graduated tax was imposed on the profits of 
the gold mining companies, with the inten- 
tion of having the State benefit from the gold 
premium. The tax favored the working of 
lower grade deposits and new areas, thereby 
providing more employment; it kept the gold 
output down although the quantity of milled 
ore increased considerably. Hence the output 
last year was somewhat below the record of 
11 million ounces established in 1932. New 
mines, which are now coming into production 
as a result of extensive prospecting in 1933 and 
1934, should help from now on to increase the 
output. The Union Corporation, one of the 
principal South African finance houses, antici- 
pates an output of 15 million ounces in the 
future; at any rate the life of the South African 
gold fields has been greatly extended. 

The higher gold prices have increased the 
national income; where South Africa had 
been getting 85 shillings an ounce, she now 
receives over 140 shillings an ounce. Industries 
and agriculture were also helped, not only 
through the devaluation of the pound which 
afforded them greater protection and enabled 
them to compete abroad, but by the increased 
payrolls of miners. Government finances im- 
proved to such an extent that the last three 
years have shown substantial surpluses in the 
budgets, despite tax reductions, ambitious road 
building and social programs. The country is 
experiencing a real boom, the extent of which 


























may be observed from the imports, which rose 
from 32 million pounds in 1932 to almost 75 
million pounds in 1935. Yet in spite of these 
large payments abroad gold continues to 
accumulate in the Reserve Bank of the Union. 


Dehoarding and Hoarding 


The expansion of gold production from some 
20 million ounces in 1929 to over 30 million 
ounces in 1935 and possibly to 33-35 million 
ounces in 1936 is only a part of the story. The 
devaluation of world currencies such as the 
pound and the dollar has in itself given an 
added monetary value to the annual addition 
to the world gold stocks. Thus, the value of 
gold production increased from $317,000,000 
in 1922 and $405,000,000 in 1929 to $1,067,000, 
000 in 1935, and possibly $1,200,000,000 in 1936. 
Of course they are not the same “dollars” in 
gold content, but have the same legal signifi- 
cance, and increased uncertainty attaches to 
their purchasing power. 

Still another significant change has taken 
place. Before the depression, India and other 
Eastern countries which have been tradi- 
tionally gold-hoarding countries absorbed, to- 
gether with industries and arts, practically 
two-thirds of the annual output of gold, 
leaving only one-third available for monetary 
reserves. This situation has changed radi- 
cally. India and China have become sellers 
of gold, thereby augmenting rather than re- 
ducing the stocks elsewhere available for 
monetary use. India alone has shipped in the 
last four and a half years almost £180,000,000 
($900,000,000) of gold. Together with the ship- 
ments from China and British Malaya, the gold 
released from the Far Eastern hoards must 
have reached over one billion dollars. The in- 
dustrial use of gold has likewise declined con- 
siderably, gold being replaced by platinum 
which is now actually cheaper. 

On the other hand, a substantial part of the 
new supply of gold is being absorbed in private 
hoards in western countries. Allowing for 
consumption in the arts and for the changes in 
the monetary stocks of 50 central banks, which 
increased in 1935 by some $700,000,000, accord- 
ing to the figures published in the Federal Re- 
serve Bulletin, there is a balance unaccounted 
for which approximates $500,000,000. This 
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must have been added to existing hoards, which 
probably run into several billions of dollars. 


Influence on Prices 


Evidently the gold situation has undergone 
a complete change. In terms of the new United 
States dollar, the world’s production has 
doubled since 1933, which would be sensational 
news if the world did not have so much to dis- 
tract its attention. Certainly the most ardent 
advocate of cheap money need no longer 
agitate for paper, or for further devaluation 
of existing metallic units, on the ground of 
gold scarcity. It is possible that the leading 
topic on the agenda of the next international 
monetary conference will be “How to Control 
the Gold Output.” The vast sums of gold that 
have been withheld or withdrawn from banking 
reserves for hoarding, together with the dis- 
ruption of trade relations and general lack of 
confidence, account for the fact that thus far 
prices have been influenced but slightly. The 
index of the British Board of Trade shows a 
price rise of only about 5 per cent since 1931, 
and this is partly accounted for by the rise of 
agricultural staples, which have been affected 
by smaller crops. This slight response to the 
increasing supply of gold is proof conclusive 
that increased supplies of money must be 
accompanied by the will to use it, in order to 
have any effect on prices. Despite this slight 
response to date, it cannot be doubted that “in 
the long run” these increasing gold supplies 
will make themselves felt upon prices, unless 
the governments of the world take action to 
nullify the influence. 


The Value of Gold Production 
(In Millions of Old Dollars) 
One Ounce — $20.67 


South All 
Year Africa Russia Canada U.S.A. Australia Others Total 
1890 10 23 1 33 30 22 119 
1900 6 20 28 79 73 48 254 
1910 155 35 10 96 65 93 454 
1915 186 27 19 99 48 89 468 
1922 144 2 27 48 18 78 317 


1929 215 21 40 46 12 71 405 


1930 221 29 43 43 10 84 430 
1931 223 35 54 45 13 93 463 
1932 238 39 63 45 14 103 502 
1933 227 54 61 45 16 120 523 


(In Millions of New Dollars) 
One Ounce = $35.00 


1934 364 147 102 94 31 228 966 
1935 375 196 111 109 31 245 =1,067 
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